Federal Personal Income Taxes:
Liabilities and Payments, 1975-78

A series on quarterdy Federal par-
sonol income tax lLiobilitles for 1940-78
was presentad in the May 1978 Svrvay
oF Current Busivpss. Such o series
provides an clternative to the payment
series that is included n the National
ineome and product accounts (NIPA’s).
This article presents vevised 1975 and
1076 linbility estimates and extends the
series to 1978, It also brisfly desciibes
the methodologies underlying the pay-
ment and liability series and the
differences between the two seriea.

The NIPA’s 1ecord persenal tnxes on
o payment basis, that iz, at the time
payments are made by individusls, It
has beers argued that to veeord per-
sonal taxes on s linbility basis, that is,
at the time taxpayers sarn their incoms,
I8 more appropriste thon o payment
basis for analyzing the impaet of taxes
en consumer behavior and fiscal policy.
When persenal income increnses
ropidly, a8 it has in vecent years, linbili-
ties may exceed payments by a signifi-
rant amount. Consequently, under
thesa conditions dispozable personal
income, perscnal seving, and tha budgat
tleficit. oll tend to bs reduesd by sub-
stitution of a linbility saries for a pay-
ment sariag,

Withheld taxes on wages and selories
and edditional payments received by
the Treasury in the form of quarierly
poyments of estimated tnx may he
thought of 0= approximetions of
liabilities but, for two rensons, they are
not good approximations. First, the
nmount withheld exeeeds linbility for
oSt Laxpayers in any vear as evidenced
by refunds made on approximntely
three-fourths of ol retums filed. Second
although tax lnw provisions usunlly are
effective from the beginning of the {ax
year, which is Jahuery 1 for most in-
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dividuals, associated chappes in with-
holding rotes typically occur later.
Consequently, liohilities yorely corres-
pond to poyments in the firsé calendar
yeor of a tax law change.

Methodology: peyment sories

Muost wage carners make Faderal tax
payments through employer withhold-
ings. ‘Theze payments, along with
Fadaral Insuranee Contributions Aet
{FICA) peyments, are dedocted from
woges pnd salavies by employers and
deposited in Federal tex and loan
accounts at the Fodaral Reserve banks.
Whan the Faderal Rassrva banks notify
the Treaswy of the deposits, personol
tnx collections are recordsd by the
Treasury. The time lag betwaan pay-
ments by individuals snd eolleetions by
the Treasury waries from 3 days for
largpe employers to about 1 month for
emall ones. The NIPA payment saries
ia constrocted from Tressury collec-
tions data by corrscting for the time
lag between payments and collactions.
First, quarterly estimates of the com-
binad collestionz of withheld incoma
taxes and FICA paymentz are con-
varted to n payments basis by adjusting
for tha time lag. Mext, the FICA com-
ponant is estimated by use of data on
taxabla wages supplied by the Social
Sacurity Administrotion and subiractad
from the combined paymenta to oarrive
at the quarterly payment series of
withhetd income taxes before seasonal
adjustment. The guarterly unndjusted
geries i summed to obtpin snnuol
totnls. Tha sessonally sdjusted series
is darived by allocating thesa totils to
quarcers, largely in proportion to season-
ally adjustad woges and salpries, Tntil
the sonual total for withheld incomsa
toxes becomes avoilable, the quartarly
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series is estimated by muliiplying
woges and salories by on estimated
effective tax rate derived from Trensury
eatimates prepared for &he snnual
Federal budgst.

Transury <ata for nomwithheld in-
come tox collections and tex vefunde
are vead, without adjustments, for poy-
ments because timing differences be-
tween paymenta and receipts ore con-
sidered insignificant. Both nonwithheld
income tax collections and refund pay-
ments are seasonally adjusted by allo-
coting onnual totals to quarters, with
ollowance for legislative fax changes.
In the cnse of & permanent legislativa
tax change, the seasonally adjueted
series moves to a new level in the first
quarter of tha calender year and con-
tinues with n smooth pattern. In the
case of a temporary change, the sories
reflects the underlying unadjustel duta.
Far example, a ane-time rebate is not
allocnted to ench of the quarters, bnt
is recorded in the quarter paid. The
finsl income tax series is the sum of
withheld ond nonwithheld payments,
leas refunds. It is the major somponent
of the personal tax and nentax series in
the NIPA's.! (Sea the My 1978 SuRyEY
for o more detailed dizeussion of tha
methodology.)

Methodology: liabilicy series

The parsonal incoms tnx lisbility
sereg it based on annual texeble ins
come and tox liabilities published by
the Imtsrnal Revenue Servica {(IRS)
in Statistics of Income, Individual Income
Tax Returns (SOL). The S80I dota are
estimated from o stratified systematic
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# saraple of unoudited individual income
tax returns filed during o given calen-
4 dnr year.

501 liagbility is ¢n an ananel basis and
axclusive of liability changes occurring
after initinl returns are filed. The esti-
mnte of Hability eonmstent with the
NIPA's is on o quarterly basis and in-
elugive of liahility chanpes resulting
from  pudits, amended relumes, ood
other additional sasessments. There nre
additional diferences between  the
s, NIPA liability and SOI liability. (1)
NIPA linbility neludes fiduciary tex
linbility, but SOI liability does not; (2)
NIPA liability exchides all lLiabilities
ngsocinted with sooinl security tax, but
801 linbility meludes the self-employ-
ment social security tax and social
sacurity tmxes on tip ipcome; end (3)
I NIPA lishility adjusts for underzover-
«  age of BOI dafa.

The method for genersting the quar-
tarly NIT'A liability is an extension of
the method used to reconcile wnnual
parsonal income with apnusl taxable
meomia, (See the December 1878 Sur-
¥veY for o detailed discussion of this
reconcilintion.) First, a quartarly BEA
gdljusted gross imcome (BEA-AGD
series i constructed from gquarterly
peraonal insome hy adjusting for con-
ceptunl and ncceunting differences and
- n{lding in the portion of S01 adjusted
ss gross income (80I-AGI) not included
in personal jocome. The quarterly
BEEA-AGI series is usad to allocats
30I-AGI nnnua! tofuls to quarters.
Next, quarterly estimates of decluctions
pod exemptions are subtracted osnd
quarterly estimates of negative texable
income and the unused zero broeket
amonnt {discusszad inter) are added to
the quarterly SOI-AGL to derive
quarterly taxable incoms.

Prior to 1977, quarterly toxeble in-
come wps derived by subtracting de-
- ductions and exemptionz from AGIL
However, the Tax Reduction and Sim-
plificntion Aet of 1077 (1977 Act)
chapged the definition of taxabla lncome
so that it is no longer comparable te
that used in prior years. For 1977 and
therenfter, tnxable incorna is derived by
1 sublrecting from AGE excess itemized

dedustions and exempiions, and adding
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the unuvsed zero bracket amount. Ex-
cess itemized deductions pnd sxemp-
tions os well az the unused zero brasket
amount are defined relative to the zarg
bracket amouvnt. The zero bracket
amouai ie part of taxable income and
is faxsd at the zera-percent tox rats.
It replaced the standard deduction in
offect for 1976 and eatier years awnd
vuries with the taxpoyer's filing status.
(In 1977, it was $3,200 for married tax-
payers flling jointly ond for swviving
sponses, $2,200 for single persons and
for heads of househelds, exd 51,600 for
married toxpayers filing separately.)
Excess itemized deductions are the
amount by which fotal ibemized dedus-
tions exeend the zero bracket amount.
The unused Zero bracket amount arizes
beeause the 1977 Act requnirzs certain
taxpayers o itemize thair deductions.
Tha unnuzed zere brackel amount is the
amount by which the zere bracket
amount excewmls total deduetions for
thess baxpayors.

. A series comparable to the old defini-
tion of faxable income enn ba con-
structed from the new one by subtrasi-
ing the zero brackel smounts on re-
turns with itemized dadactions and on
returns with zero braciket smount vnly:
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Efeckine tor rofe.—The estimates of
quarterly taxabla ineome derived from
tha quartarly SOI-AGI me used to
obtain quartedy efective tax rates.
¥irst, an annual effective tox rate is
caleulated by dividing income tax ba-
fore credits by taxable income, bath
fiom S0I. Table 1 shows the annual
effentiva tax rates for 1949-7E. Because
the TI.5. tax structure is pProgressiva,
the effertive tax rate is expectad to rise
with nsing meome. Any legislative
changes making the tax aystem more
progrossive tend (o make the effective
tax rate rise foster with income. This
wes apperently the case with the Tax
Reduction Act of 1984, which split the

Table I.—Effeckive Toax {iots, 1949=TE 1

L Incoooe tox bedforns orodites diwided Ly laxadde Indome,
Leatli frgm er ol fmesure, TRdfubdned Fmenmd Tox Rebicrid,
Excludes Lidd-0 suroharge sl 1955 rolotn.

$2,000 bottom brockets into Lour S500
brackets subject to progressively in-
cressing tax rates. Numerous tox re-
ductions and tax chaogers since then
have made the tax systam on balance
more progressive. These tax revisions,
togather with » vapid rise in personal
income in the 1970°s, have contributed
to o rapid 1ise in the effective tox rate
during the period. The inerense in the
effactive tax rate from 1977 to 1978
wag acpecially larpe—-almost one-per-
centago-point. Tha introduction of the
zero braclket amount and the genersd
tax wradit in tha 1977 Aet, combinad
with o substrntinl inerease in personol
income in 1978, uppasts to he responsi-
ble for the effective tax rate incrensa.
Quortaly effoctive tax rates are ob-
tnined by dividing querterly tax lin-
bility befora cradita by quarterly taxe-
ble income. The quarterly tox Liability
is estimated by use of on estimabed
elasticity of tox liability with respect
taxable incoms of 1.12 for 1975 and
1978 and 141 for 1997 nmed 1973,
Quortetly totals of tax Hability are
forced to equal annual tex linbility.
The final lisbility servies is derived by
ndjusting the quarterly tax lability
mariez for tax eredits (in¢luding the
eragdit for axcess FICA tax withheld),
fiducisry income tox, additional tex for
tax preferenses, recapture snd penalty
toxes, sudit sssesments, and finally
undercovernge of the SOT datn.

Comparison: liabilities and payments

Tabla 2 shows Federnl personal in-
comne tax linbilities and payments for
1975-7% and the excess of lizhilities
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over payments. In ganeral, the lighility
series i6 more reaponsive to changes in
income than tha payment series, partly
becouse the timing of nonwithheld and
refunds components of the payment
series does not coincide with that of
taxable income, aod partly becanse
eradunted withholding rotes result in
changes in withholdings that ore dif-
ferent from those in liability if the in-
come fow chapges during o tax year.
For example, graduated withhelding
tates would result in overwithholding if
the flow of income wevs to dip for o few
months during 2 tax year. In general,
when income rises, linkilities tend te
exeeed payments; when income falls,
poymeants tend to exceed linhilities.
From the fourth guarter of 1974 to
the firat quarter of 1975, liabilities
declina %8 billien for tws reasons.t
(1} The tax Reduction Act of 1975 in-
cressed the stondard deduction for 1975
and inireduced the personal sxemption
cradit of $3¢ per exemption, the refund-
able camed income credit o ceriain
individuals with eatned income less
than %8,000, pod the housing credit for
purehase of & new prncipsl dwellmg,
(2) Taxabls income fall by $23 billion
in the first quarter of 1075 due to the
recession. As a result, tax payments in
the fivzt quarter of 1975 exceed liabilities
by $9 hillion. Much of the incrense in
persongl income in the first quarter is in
farm proprietors’ income and reflects
an inerense in fmm inventories. This
component of farm income iz Inrgely

+ Guartirly bmates of pay munla and lIsbilites o
wprersd Ak sansonally apatod snnosl ratos, and quorlady
changes {m Ehars ave & Foronees bebwetn thoza mtes,

untaxed under the individual income
L.

In the second quartar of 1975,
liabilities decline $30 billion and pay-
ments decline $38 billion. These declines
reflect the Moy rebnie of $32 billion on
1874 tax lisbilities. The rebate is treated
identicolly i the hakihty and poyment
series, even though o stnet Nsbility
tivatment wonld require o reduction of
1974 liabilities, The rebate wns nod
concaived until 19756 and was mtended
to reduce 1975 habilities and stimulpte
1975 spending. Thus, it is shown as
reducing tax liabilities at the time of
peyment, mostly in the second quarber
of 1975.

In the Grst half of 1978, tex Lisbilities
excesd payments by about $5 billion.
The excess is partly due to the continued
recovery from the recession of 1974-75
and pavtly due to lower net finol pay-
ments resulting from provisions of the
1976 Tax Reduction Act.

Threa povisions of the 1977 Act
significantly reduced tax liabilities in
1077: (1) o zere brncket nmount was
introduced to replasa the standard de-
duection in effect for 1976 wnd eprlier
years, (2) the genaral tax eredit wns ex-
tenulad to cover exemptions for are nml
blindness, and (3} a new jobs credit was
enacted to encournss businesses to hire
additional workers. On e lishility basis
these provisions of the 1977 Act becams
effective January 1, 1977 but actual tax
payments were not reduced until with-
holding rates wera reduced on Juns 1
1977. As a result, tax payments exceed
lishilities in the first helf of 1977 by
about 51 billion. In the sacond half of
1977, the axcezs of liabilitiea over pay-
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ments is about $2 billien, reflecting the
June 1 withholding rates reduction and
cantinued growth in personal income.

In the first quarter of 1978, heavy
refunds resulting from the 1977 Aot

limitad the increase in tex payments to

only about $3 billion. Tax linbilities
nlso show only a smell increase of $2
billion in that quarter but for o different
reason. The Energy Tax Act of 1978
introduced the residential energy credit
rettonctive to April 20, 1977, Howeaver,
the sntive amount of the tax credit
claimed on energy saving expenditures
mode from April 20, 1977 to Decem-
ber 31, 1877 is shown as redocing tax
ligbilities in the first quarter of 1078,
An increase of about $3 hillion in

income tax credits ocourred in 197B.°,

The increase wes partly due to mors
use of certoin existing tax credits—+the
investment tax oredib, the foreign tax
credit, and the tmpeted jobs credit—
snd partly to intreduction of the vesi-
dential energy tnx credit. Thesa fax
gredits reduced liehilities starting with
the first quarter of 1978 but did not
reduce payments untll the first half of
1978, beeausa no change in withhelding
rotes occurred. Nonetheless, tax liabili-
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ties exceed paymenis by about 54

billion thronghout 1978 s the offact of
n rapid incresss in income I 197%
apparently oubweighad thet of the
increpse in tax credits, In 1978, personal
income rose by 12.1 percent and taxable
incoma by 13.8 percent. Under such
conditions tax labilities usually exceed
peyments. Tha increase in tax Labilities
{18.5 percent) wns larger than the in-
creass in tax payments (16.7 percent)
in 1978,
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